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SUMMARY : 


The Mexican economy is going through its most 
difficult period since 1945. A series of economic 
distortions developed over the past five years that 
will have to be eliminated before a high rate of 
economic growth can be renewed. Among these distortions 
were an over-valued currency, and excessively large 
deficits in the balance of payments on current account 
and the public sector budget. The decision to devalue 
and float the peso reflected the need to deal with these 
distortions. At the same time, it sparked confusion 
among the public. After years of assurances that the 
peso would not be devalued, the Mexican public was uncer- 
tain as to what to expect next. Unfounded rumors swept 
the country, Causing several very serious runs on banks. 
Business was affected and the on-going economic slowdown 
was deepened. 


José Lopez-Portillo assumed the Presidency on 
December 1. His inaugural address set the basis for a 
revival of confidence in the country's future. Relations 
between the government and the private sector improved 
dramatically. The capital flight now appears to have 


ceased and funds are gradually flowing back into the banks. 
The worse part of the economic and confidence crisis is 
hopefully over, but restoration of financial stability 

and resumption of Mexico's traditional high growth rate 
will take time. While 1977 will be another difficult 

year, the traumas of the last four months of 1976 should 
not be repeated. The first quarter deficit in the balance 
of payments on current account is estimated at one half 

or less of the year earlier figure. The rate of inflation 
is lower than in the last four months of 1976. The new 
administration is grappling with the problem of how to 
restore financial stability without unduly affecting the 
standards of living of lower income groups. Mexico's un- 
and under-employed were recently estimated to be 49 percent 
of the economically active population. At the same time 
it is trying to devise a new development strategy that 
will provide the basis for a high level of sustainable 
economic growth. 


The Mexican economy is in a transition period with 
new policies evolving that are likely to have a significant 
impact on the patterns of economic activity. These cannot 
be predicted with any degree of certainty. One exception 
to this is oil. It is becoming increasingly likely that 
Mexico will exploit its petroleum resources at a more 
rapid rate and become a significant exporter of oil products 
over the next six years. 
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All values in Millions in Exchange Rate as of 04/22/76 
US$ Unless Otherwise Stated. US$1 Equals Mex. 22.55 Pesos. 


KEY ECONOMIC INDICATORS: MEXICO 
Item 1974 1975 1976 Change 


INCOME, PRODUCTION 


GDP at current prices 65,032 79,016'P) 78, 606 ‘P? 
GDP at constant (1960) prices 30,008 3i,#t2 25,816 
Per Capita GDP,at current prices. 1,123 1,319 1,267 
Industrial Production Index 

(1970 = 100) 132.8 139.0 142.3 


MONEY, PRICES 


Money Supply (end-yr.) 7,798 9,455 7,768 
Interest Rates (commercial 

bank prime) 12-13% 12-13% 16-17 
National Consumer Price : 

Index (1968=100) 166.8 191.8 aaa.1i 
Mexico City Wholesale Price 

Index (1954=100) 263.2 290.9 355.6 


BALANCE OF PAYMENTS 


Current Account Receipts 6,342.5 °P? 6,303.3») 6971. 4'P) 10.6 
Exports 2,850.0 2,858.6 3297.8 15.4 
U.S. Share ($%) 56,7 60,0 62. 

Current Account Expenditures 8,900.6 10,071.9 9995.1 
Imports 6,056.7 6,580.2 6029.4 
U.S. Share (%) 62.2 62.4 ’ 

Balance on Current Account -2,558.1 -3,768.9 -3023.7 

Capital, Errors & Omissions 2,595.0 3,933.9 2690.5 

Change in Reserves 1/ 36.9 165.1 -333.1 

Bank of Mexico Reserves = 1,443.9 1,608.9 1411.7 


1/ Includes gold, SDRs, IMF gold tranche, foreign exchange and 
silver. 

2/ Applies to changes in terms of pesos. 

(p) Preliminary. 


Source: Bank of Mexico. 





CURRENT SITUATION AND ECONOMIC TRENDS. 


Mexico Floats the Peso 


1976 was probably the most difficult year for the 
Mexican economy in the post-war period. The economic 
growth rate dropped to an estimated 2 percent from 4.2 
percent in 1975 and an average growth rate of 6-7 per- 
cent for the previous 20 years. After declining some- 
what in the first eight months of the year, the rate 
of inflation picked up following the August 31 devalua- 
tion of the peso. The national consumer price index 
rose 27.2 percent from December 1975 to December 1976. 
The most dramatic development during the year was the 
government's decision to abandon the fixed parity of 
12.5 pesos per dollar which had prevailed since 1954. 


Mexico's economic problems which surfaced so dramat- 
ically in 1976 have their origins in earlier years. To 
some degree, the problems are due to short-comings in 
the economic development model that was followed for a 
number of years. The import-substitution policies 
hindered the development of competitive export industries. 
Also, the "Growth with Stability" policies, followed for 
at least fifteen years subsequent to the 1954 devaluation, 
had given way to a more vigorous government role in the 
economy. Following the economic slowdown in 1971, the 
government adopted more aggressive spending patterns. 

From 1972 to 1976, public sector spending more than 
tripled. Revenues did not increase as rapidly with the 
end result that the deficit quadrupled during this period. 
The bulk of this deficit was financed by domestic and 
external savings, but a significant portion was financed 
by the creation of new money. This resulted in inflation 
and a faster increase in domestic demand than domestic 
output of goods and services. As the Mexican rate of 
inflation exceeded that of the U.S., its major trading 
partner, Mexican imports rose faster than its exports, 
thereby increasing the current account deficit. 


Another factor affecting the balance of payments was 
the attempt by the Mexican government to bypass the world 
recession of 1974-5. Rather than constrain domestic 
economic activity in order to align the Mexican economy 
with economies of the industrialized countries, growth- 
orientated policies were pursued. This resulted in 
continued increases in imports of goods and services that 





were not compensated by increases in exports. Another 
factor that contributed to the deterioration in Mexico's 
external accounts was the relative stagnation in Mexico's 
agriculture sector. It became necessary to increase food 
imports to feed Mexico's growing population. While Mexico 
is now basically self-sufficient in petroleum products, 
the increases in world oil prices in late 1973 impacted 
the Mexican economy. The current account deficit increased 
from $1.1 billion in 1973 to $3.7 billion in 1975. This 
deficit declined to $3.0 billion in 1976, but capital 
outflows increased, resulting in a substantially greater 
external financing requirement than in previous years. 

The fixed peso-dollar parity was terminated Aucust 31, 
1976, and the peso was effectively devalued 37 percent 
when Mexican banks resumed trading on September 2. 


Confusion and Rumors, September - November. 


The three months following the devaluation were a 
period of confusion and rumors. Confidence in the 
government's ability to restore financial and economic 
stability did not materialize. After twenty-two years 
of a fixed exchange rate and statements by government 
officials that the peso would never be devalued, the 
public seemed to be in a state of shock. The prospect 
of a change in government, with confidence in the outgoing 
administration dropping, also contributed to the confusion. 
In spite of the stated intention to let the peso float, 
the central bank controlled the rate closely and, at the 
President's instructions, "fixed" a rate of 19.7 (buying) 
and 19.9 (selling), effective September 13. Shortly 
thereafter, the government suggested guidelines for an 
emergency wage increase for organized labor. These guide- 
lines called for increases of 23 percent. It was not 
clear whether these wage increases were to be additional 
to or inclusive of any increases that had been obtained 
in collective bargaining sessions earlier in the year. 

The 23 percent increases appears to have been viewed as 
additional for the most part. Minimum wages were also 
increased 23 percent, effective October 1. Simultaneously 
with the guidelines for wage increases, the government 
broadened the coverage of its price control program and 
issued a decree permitting a 10 percent increase in most 
prices subject to controls over prices prevailing on 
August 15. 
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The combination of wage and price increases led 
many to suspect that the country was entering a more 
vicious inflationary spiral than had prevailed and 
that further depreciation of the peso exchange rate 
was likely. In addition, and perhaps as a result of 
this, rumors began to circulate that bank accounts 
would be frozen, foreign exchange controls would be 
imposed, the government would nationalize the banks, 
and/or a military coup was imminent. These rumors 
circulated, died away and were revived until the 
December 1 change in government. There were sizeable 
transfers of capital into foreign exchange throughout 
this period. Part of these transfers remained on 
deposit with Mexican banks in the form of "Mex-dollars". 
Mexican banks pay higher interest rates on dollars than 
can be obtained elsewhere making local dollar time 
deposits attractive. 


The transfers out of pesos reached critical levels 
at least twice. On October 26, the Bank of Mexico 
announced that it would no longer buy and sell foreign 
exchange at the 19.7/19.9 rates which had prevailed 
since September 13. The buy/sell rates on October 27 
were 26.24 and 26.50, respectively. With banks operating 
at a one percent spread the peso gradually appreciated 
until the week of November 15, when the rates leveled 
off at about 24.1 buying and 24.3 selling. The rumors 
of military coups, foreign exchange controls, etc., 
reached a peak this week, causing very large withdrawals 
from banks. The central bank, the Bank of Mexico, then 
decided to withdraw completely from the foreign exchange 
market, and ordered other credit institutions to do like- 
wise. Brokerage houses took over the foreign exchange 
market. While banks were technically excluded from the 
foreign exchange market, they continued to handle trans- 
actions which were technically registered on the books 
of brokerage houses. The foreign exchange market func- 
tioned every business day. Foreign exchange controls 
were not introduced, nor were bank accounts, in dollars 
or pesos, affected. 


In late October, the Mevzican Government and the 
International Monetary Fund agreed on a program under 
which Mexico could use Fund resources up to an amount 
of approximately $965 million over a three year period. 
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The Fund's resources are to be used in support of an 
economic program for the short and medium term designed 
to restore an adequate rate of economic growth and the 
reduction of inflationary pressures. The Lopez-Portillo 
government subsequently indicated its approval of the 
agreement with the Fund. 


In September, the U.S. Treasury and the Federal 
Reserve System established arrangements with the 
Government of Mexico whereby up to $600 million would 
be available to the Bank of Mexico to counter disorderly 
exchange market conditions during a transitional period 
pending the receipt of drawings made on the International 
Monetary Fund. 


Mexico's Gross Domestic Product (GDP) increased an 
estimated 2 percent in 1976, the lowest increase since 
1953. The price deflator for 1976 was approximately 
20 percent. The economic output appears to have grown 
by roughly 4 percent in the first half of the year whereas 
output was more or less flat in the second half of the 
year. Crop production declined in 1976 due to shortage 
of irrigation water in the Northwest and land tenure 
problems. Output in all industrial sectors with the 
exception of electrical energy grew less in 1976 than 
in 1975. Output of manufacturers which accounts for the 
bulk of the industrial sector, was up only 1.8 percent 
in 1976, compared to 3.9 percent in 1975. The output of 
petroleum and derivatives registered the largest growth, 

9 percent, but this was two percentage points below the 
increase in 1975. While petroleum output reflects external 
demand, Mexico's manufacturing sector caters largely to 
domestic demand. This has been increasingly affected by 
the reduction in the purchasing power of large segments 

of the population, according to the Bank of Mexico's 

Annual Report. In other words, Mexico's inflation over 
recent years has seriously damaged the standard of living 
of Mexico's under-employed and workers who do not benefit 
from the minimum wage and/or are not covered by collective 
bargaining agreements. Production of consumer goods 
increased only 1.5 percent in 1976, compared to 4.1 percent 
in the previous year. Other factors affected output as 
well. Mexico was unable to take full advantage of the 
growth of the U.S. market in the first three-quarters of 
the year because the peso was overvalued. Another factor 
was the limited availability of credit, particularly in 

the second half of the year. Credit granted by private 
credit institutions increased only 14 percent from end- 
1975 to end-1976. 





a 


Mexico was able to reduce the current account 
deficit in 1976, to $3.0 billion from $3.7 billion 
in 1975. The improvement came largely on the trade 
account with the deficit declining from $3.6 billion 
to $2.6 billion. The improvement was split between an 
increase in exports (+$439 million) largely due to higher 
prices for agricultural products, particularly coffee, 
and a reduction in imports (-$550 million) which would 
seem to reflect the impact of the devaluation as the 
decline on a year-to-year basis occurred in the last four 
months of the year. The country's external financing 
requirement increased because of the large capital outflows. 
The "Errors and Omissions" entry in the balance of payments 
was - $2,199.4 million, compared to - $406 million in 1975. 
This figure may be indicative of the amount of capital that 
left the country. Medium and long-term capital inflows 
were $4,889.9 net. Direct investment inflows were $330.6 
million, down from $362 million in 1974 and 1975, due to 
a drop-off of these inflows in the fourth quarter of 1975. 
Public sector net medium and long-term borrowing was 
$3,890.6 million. Mexico's public sector external debt 
at end-1976 was $19.6 billion compared to $14.4 billion 
at end-1975. Private sector external debt at end-1976 
is estimated at about $6 billion. Reserves declined. 
$333.1 million during 1976, to total $1411.7 million as 
of December 31. During the course of the year, the Bank 
of Mexico revalued its gold holdings at close to the 
market price. 


A New President Assumes Office 


On December 1, José Lopez-Portillo assumed the 
Presidency of the United Mexican States. The new 
President's address upon taking office was well received 
as being proper in tone and an effective first step toward 
restoring the badly shattered confidence of the Mexican 
people in their economy. On December 10, the President 
ratified ten agreements with private sector industrial 
groups whereby private industry and government undertook 
to make various investments in order to expand production 
and employment. On December 15, the new administration 
sent its proposed 1977 public sector budget to Congress. 
The budget is said to be expansionary, but not inflationary. 
Expenditures are to be 39 percent above estimated 1976 
expenditures. Most of this increase is due to higher 
prices and larger debt servicing costs. On December 20, 
banks were once more permitted to deal in foreign exchange, 
but the Bank of Mexico indicated that it may continue to 
remain outside the market. The exchange rate remained 





close to 20:1 until January 20, when the peso depreciated 
by about 10 percent. The :sate has hovered around 22.5 
pesos per dollar through April. 


There is little doubt but that 1977 will be another 
difficult year for the economy. This is not to be unex- 
pected as it will take several years to eliminate the 
distortions in the economy that developed over the past 
five years. The government does plan to reduce signifi- 
cantly the rate of inflation, the current account deficit 
and the public sector budget deficit in 1977. At the same 
time, the government wishes to avoid any unnecessary contrac- 
tion of economic activity because of the impact this would 
have on Mexico's large numbers of un-and under-employed. 
The President has stated on several occasions that Mexico 
cannot deal with the inflation problem by reducing demand 
because the country does not enjoy a standard of living 
that permits greater sacrifices in consumption. He has 
emphasized the need for greater output and in this regard 
has instituted on "Alliance for Production" of which the 
agreements with the private sector referred to above form 
a part. 


The statistical data available for the first quarter 
of 1977 combined with statements by government officials, 
indicate progress toward reducing the economic distortions. 
The Director-General of the Bank of Mexico recently said 
that the deficit on the current account of the balance of 
payments in the first quarter of 1977 should be about $300 
million, which is less than 50% of the deficit in the 
corresponding period of 1976. The trade deficit was 
approximately $100 million in the first quarter of 1977, 
compared to a deficit of $650 million in the first quarter 
of 1976. The capital flight that was so costly in 1976 
appears to have stopped and there is capital reflow. 
Deposits in banks are growing, with the increase registered 
in the first quarter substantially above year earlier 
levels. Inflation as measured by the national consumer 
price index is declining. The month to month increases 
in the first quarter of 1977 fell from 3.2% in January, 
to 2.2 in February and 1.7% in March. Wage increases, 
which were an important source of inflationary pressures 
in 1976, have been held to 10% thus far this year. Economic 
output is probably running at year earlier levels, but there 
are no data on which a firm judgment can be made. 
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Implications for the U.S. 


Mexico is going through a transition period. The 
end result of this for Mexico, as well as its implica- 
tions for the United States are not yet clear and un- 
likely to be so for several years. 


The need to reduce the current account deficit will 
undoubtedly impact on U.S.-Mexican trade patterns. 
Exports to Mexico in 1977 are likely to be lower than 
1976 exports which were below 1975 levels. There will be 
changes in the composition of U.S. exports to Mexico. 
Some increase in exports of grains and oil seeds is likely. 
Exports of capital goods to Mexico's energy sector may also 
increase. Also, exports are likely to increase somewhat 
as the year progresses should the economy revive, as is 
hoped. Public sector investment spending has been held up 
according to some reports due to the delays in organizing 
the new government. It is possible that public sector 
investment spending will increase, resulting in a higher 
level of imports in the second half of the year. 


U.S. exporters may find stiffer competition from 
Mexican products in third markets. The government has 
reinstituted its rebates to exporters for indirect taxes 
(CEDIS) that it dropped at the time of the devaluation. 


Trade in services are also being affected by the 
devaluation. U.S. border cities that developed a large 
trade with Mexican residents have been affected, and 
pre-devaluation sales levels are unlikely to be attained 
for a year or so. Tourism spending in. the U.S. has also 
declined and is likely to run below year earlier levels 
in 1977. On the other hand, the number of U.S. tourists 
visiting Mexico is reportedly increasing. 


The new administration has said that it welcomes 
foreign direct investment on the same terms as previously. 
Essentially this means that investments up to 49% of a 
firm's equity are welcome in most manufacturing activities, 
Exceptions can be made to the foreign minority ownership 
provision. No significant change in Mexican laws or 
regulations is anticipated. The government is going ahead 
with implementation of legislation passed under the previous 
administration such as the Patents and Trademarks Law. 
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